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This memorandum discusses an issue which was discussed at
our meeting at your office in Sarasota, FL on February 19, 2002,
and which you raised in a January 28, 2002 memorandum to
Partnership Technical Advisor Stewart Connard.

This memorandum should not be cited as precedent.

NOTE: On May 9, 2002, the office of Associate Chief Counsel
(Passthroughs & Special Industries) issued a Field Service Advice
memo in this case,
POSTF-162191-01, concluding that t?shareholders of
I r ccognized income in in the total amount of
S in the form of deemed cash distributions pursuant
to I.R.C. § 752 (b), since their share of the liabilities of
_ wera decreased by this amount due to the fact that
they were not liable in their individual capacities on the [
Senior Notes issued as part of the IIIEIEIEIGgG<gNGNEE i<t
restructuring described below. We concur with the legal theory
set forth in the FSA that I.R.C. § 752(b) is the preferable
approach to take here.

ISSUE

1) whether a transaction between GG
E, a small business corporation owned
b

, a

= nd a newly-formed entit

LLC (“d’), which occurred on
B - properiy be characterized as a disguised sale of
propercy fron HE———

{(2) whether the Preferred A and B Interests, valued at S|

BN, raonsferred from I o I o~ BN

T, - guaranteed payments or preferred returns, such

20205
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art of a disguised sale of the operating
to IIIIIIIIiiIII?

For tax purposes, _ treated the contribution of
the operating assets as a capital contribution from ]

to , within I.R.C. § 721, and the distribution of
in equity interests and nonvoting preferred

interests as a nontaxable distribution within I.R.C. & 731.

that they woguld not be
assets from

DISCLOSURE STATEMENT

This writing may contain privileged information. Any
unauthorized disclosure of this writing may have an adverse
effect on privileges, such as the attorney-client privilege. If
disclosure becomes necessary, please contact this office for our
views.

COORDINATION
This memorandum has been coordinated with Partnership
Technical Advisor Stewart Connard and Partnership Industry
Counsel Shelia Harvey.
FACTS

Prior to / cperated a [ R
I O Siness in and the surrocunding

metrepolitan area.

As part of a restructuring, on
transferred all the operating assets of its
which it had an adjusted basis of SHIINGEGEN :o
newly-formed limited liability company.

by a partner to a partnership,

to be a “contribution” of propert
within I.R.C. § 721. #also assumed the liabilities

of the M vusiness. Pursuant to a Contribution Agreement,
B o tributed its operating assets to the newly formed
LLC in exchange for a I non-voting common interest worth
approximately $§ and two voting preferred interests
(the “Series A Preferred Interest” and the “Series B Preferred
Interest”) which carried a liquidation preference of $

and S :csrectively.

The Contribution Agreement states,

business, in

=1
deemed this

at Article

that




CC:LM:RFP:MIA:POSTF~110017-02 page 3

.7 »at article N, TN -
agreed that the net fair market value of the assets
to be transferred from to IIEG@G@gGgG ov.d equal
the sum of plus the sum of the Series A Preferred
Interests and the Series B Preferred Interests, Thus, per the
contribution agreement, the fair market value of [ IIGIcINNIN -
operating assets was deemed to be $_ The
contribution agreement also recited that [ NG

, a Delaware limited partnership, would
cash to , through
Lnc (» Y, a

disregarded entity, in exchange for which it would receive a
nonvoting equity interest.

[e]

A}

B - operating agreement”, effective [N
e T
individual (NN " :rcholders, section [Jjjj similarly
provides that S w111 contribute to the new company the
operating assets specified in section M of the contribution
agreement, and that the fair market value of these assets will be

as specified in the contribution agreement (see above).

In

The taxpayer’s outside counsel maintains that [ NG
did not receive S co-r its coperating assets, but
rather, it received “membership interests” (partnership
interests) in with an aggregate value of $
in exchange for its operating assets.

The “Series A Preferred Interest” transferred to_

B i» cc- B (:nsaction was_a voting preferred

interest with a ligquidation preference of S*
was cbligated to pay the sum of $ on

and on each succeeding ||| IGTGEGEGE6G 2 N

thereafter. The “Series B Preferred Interest” transferred

Ehad a liquidation preference of ¢
was obligated to make payments on this debt

instrument comm ' and on each succeeding

, except that on distribution dates
prior to these amounts were to be accrued and

added to the || cferred B capital account.

At this same time, as part of this restructuring,
refinanced $F bank debt owed to
by issuing % senior notes, in the principal amount of

duc I - this refinancing, _
B :1cng with its Il shareholders, pledged the Preferred A
Interest as collateral for the senior notes, to the | NN

I -uctec, o- [N, h:ch
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purchased the existini debt f-rom I EE——

guaranteed the $ senior notes, presumably by

pledging the operating assets of the B siness. then
marketed and sold the S|} scnior notes to institutional
investors,

sharenolders, NN
and borrowed, through disregarded entities,

from instituticnal investors, which was used to pay
down bank debt, and and issued

senior notes ($ ) to
Concurrently, ﬂ
in exchange for a

to refinance existing bank debt.
and_the two

Bl concributed its assets to

common interest worth approximately $

nenvotin referred interests (worth approximately $
ﬂis an LLC that is taxed as a partnership.
LEGAL ANALYSIS

The taxpayer, [N -
small business corporation, contributed all of its operating
assets to a newly~formed limited liability company (—
in exchange for common stock giving it a B interest in the new
entity, and large blcocks of two classes of voting preferred
interests worth, in the aggregate, $HIIIIIEBEEE ©hen a
partner contributes property to a partnership, and then almost
simultanecusly receives a distribution from the partnership, the
disguised sale provisions of I.R.C. § 707 (a) (2){(B) may be
triggered.

The general rule is that no gain or loss shall be recognized
by a partnership or by any of its partners in the case of a
contribution of property to the partnership in exchange for an
interest in the partnership. I.R.C. § 721(a). Also, in the case
of a distribution by a partnership to a partner, gain shall not
be recognized by the partner, except to the extent that any money
distributed to the partner exceeds the adjusted basis of such
partner's interest in the partnership immediately before the
distribution. I.R.C. § 731{a).

But Treas. Reg. § 1.731-1(c) (3) provides that if a
distribution to a partner is made within a short time after a
contribution of property to the partnership, in order to effect
an exchange of property between the partner and the partnership,
then the general rule of I.R.C. § 731 will not apply, and the
transaction will be treated as a taxable sale or exchange of a
partnership interest.

There have been some cases in which the Service, usually
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without success, attempted to recharacterize the receipt of
nontaxable distributions as "disguised sales". 3See, Otey v.
Commissioner, 70 T.C. 312 (1978), aff'd. per curiam, 634 F.2d
1046 (6™ Cir. 1980); Jupiter Corp. v. United States, 2 Cl. Ct.
58, 83-1 U.S.T.C. 1 9168 (Cl. Ct. 1983); Park Realty Co. v.
Commissioner, 77 T.C. 412 (1981); Communications Satellite Corp.
v. United States, 625 F.2d 997 (Ct. Cl. 1980); Jacobsocn v.
Commissioner, 96 T.C. 577 (1991); QOehlschlager v, Commissioner,
T.C. Memo. 1988-210; Colonnade Condominium, Inc., v.
Commissigner, 91 T.C. 793 (1988).

I.R.C. § 707{(a) (2) (B)

I.R.C. § 707(a) (2) (B) was added to the Internal Revenue Code
as part of the Deficit Reduction Act of 1984. This section
applies where money or property is transferred, directly or
indirectly, by a partner to a partnership, and there is a related
direct or indirect transfer of property or money to that partner,
or another partner, by the partnership. If such transfers, when
viewed together, are properly characterized as a sale or exchange
of property, they will be treated as a transaction between the
partnership and a partner not acting in its capacity as a
partner, or between partners acting other than as members of the
partnership. The effect is to preclude the nonrecognition
provisions of I.R.C. §§% 721 and 731, and treat the transaction as
a taxable sale or exchange under I.R.C. & 1001. TI.R.C. § 741
then provides that, in the case of a sale or exchange of an
interest in a partnership, gain or loss shall be recognized to
the transferor partner. This gain or loss 1is generally
considered to be a gain or loss from the sale of a capital asset.

But a disguised sale analysis must also consider whether the
transfers fromg_to _constituted either
guaranteed payments or preferred returns. TIf so, then they are
not treated as the proceeds of a disguised sale cof the operating
assets to the new LLC. Treas. Regs. § 1.707-4 contains special
rules applicable to guaranteed payments, preferred returns,
operating cash flow distributions, and reimbursement of
preformation expenditures.

GUARANTEED PAYMENTS FOR CAPITAL

I.R.C. § 707(c) states that payments to a partner for
services or for the use of capital shall be considered as made to
one who is not a member of the partnership, to the extent that
such payments are made without regard to the income of the
partnership. A “guaranteed payment” for capital can be defined
as any payment to a partner by a partnership that is determined
without regard to partnership income, and that is for the use of
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the partner’s capital. The payments are not made for the use of
a partner’s capital if the payments are designed to liquidate all
or part of the partner’s interest in property contributed to the
partnership (the “cashing out” aspect of a disguised sale) rather
than to provide the partner with a return on its investment in
the partnership. But the regulations carve out exceptions to
this general principle. Treas. Regs. § 1.707-4(a) (1) (ii)

creates a presumption that a reasonable guaranteed payment made
to a partner for the use of that partner’s capital, without
regard to partnership income, 1is not treated as part of a sale of
property, for purposes of the disguised sale rules, unless the
facts and circumstances clearly establish that the transfer is
not a guaranteed payment for capital and is part of a sale. Such
a guaranteed payment is “reasonable” if it is made to the partner
pursuant to a written partnership agreement, and if the amount to
be paid to the partner for a particular year does not exceed an
amount determined by multiplying the partner’s unreturned capital
at the beginning of the year by the safe harbor interest rate for
that vear.

From our analysis of the transaction and the associated
documents, we think that the Series A and B Preferred Interests
transferred tow formation of the new LLC
were for the use of the s capital, and that the
amount and timing of the Series A and B Preferred Interests were
determined without regard to partnership inccome (or loss). Thus,
they appear to meet the definition of “guaranteed payments for
capital”. The parties stipulated in the Contribution Agreement
and the Operating Agreement that the fair market value of the
operating assets contributed by was S | NG
equal to the combined wvalue of the ¥ equity interest and the
principal amounts cf the Series A and Series B Preferred
Interests, a fact which tends to indicate that the Series A and B
Preferred Interests were intended to be for the use of

s contributed capital. _had a contractual
obligation to make interest payments every Hlmonths and to pay
the principal at maturity, regardless of partnership income or
loss, or partnership cash flow. The payments also seem to fit
within the regulations’ standard of reasoconableness. Thus, we
conclude that the transfer of the Series A and B Preferred
Interests from m_ were guaranteed
payments for the use of s capital by the newly-
formed entity.

PREFERRED RETURNS
The regulations contain substantially similar provisions for

preferred returns. A “preferred return” can be defined as a
preferential distribution of partnership cash flow to a partner
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with respect to capital contributed to the partnership by the
partner that will be matched by an allocation of income or gain.
The regulations create a presumption that a transfer of money
that is characterized by the parties as a preferred return, and
that is reasonable, is not part of a sale of property to the
partnership unless the facts and circumstances clearly establish
that the transfer is part of a sale. Treas. Reg. § 1.707-
4(a) (2). Based upon this test, if the transfer to [ IIGchNIN
of the Preferred A Interest and the Preferred B Interest
constitute a reasonable preferred return, then they will not be
treated as part of a sale of property by | IEGTGcNIN o

From our analysis of the transaction, we do not think that
the Preferred A and B interests transferred to G i -
within the definition of preferred returns, because they were not
distributions of partnership cash flow, but rather fixed debt
obligations to be paid to I :t fixed future dates,
regardless of partnership cash flow. Further, these future
payment (s) are unrelated to any allocation of partnership income
or gain.

DISGUISED SALE

If the payments to be made to =pursuant to the
Series A and Series B Preferred Interests are not deemed to be

guaranteed payments for capital, then a disguised sale analysis
under I.R.C. § 707(a) (2){(B) and the regulations thereunder must
be conducted. .

Treas. Regs., § 1.707-3(b) provides that a transfer of
property {other than money or an obligation to contribute money)
by a partner to a partnership and a transfer of money or other
consideration by the partnership to the partner constitute a sale
of property by the partner to the partnership only if (1) the
transfer of money or other consideration would not have been made
but for the transfer of property, and (2) in cases where the
transfers are not simultaneous, the subsequent transfer is nct
dependent upon the risks of entrepreneurial operations. In this
case, (1), above, applies, and since the transfers were made
simultaneously, (2) is not applicable. The regulations then
state that the determination of whether a transfer of property by
a partner to the partnership and a related distribution
constitute a disguised sale will be made on the basis of all the
facts and circumstances. Treas. Reg. & 1.707-3(b){(2). The
regulation then lists ten facts and circumstances to be
considered in making the determination, as follows:

{i) the timing and amount of the subsequent transfer (the
distribution to the partner) are determinable with reasonable
certainty at the time of the earlier transfer (the contribution
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by the partner;;

(ii) the transferor (partner) has a legally enforceable
right to the subsequent transfer;

(iii) the partner’'s right to receive the transfer of money
or other consideration is secured;

(iv) any person has made or is legally obligated to make
contributions to the partnership in order to permit the
partnership to be able to make the transfer to the partner;

(v) any person has loaned or agreed to loan money to the
partnership in order to enable the partnership to make the
transfer, taking into account whether such lending obligation is
subject to contingencies related to the results of partnership
operations;

(vi) the partnership has incurred or is obligated to incur
debt to acquire the funds needed to permit it to make the
transfer;

(vii) the partnership holds mecney or other liguid assets,
beyond its reasonable business needs, that are expected to be
available to make the transfer;

(viii) partnership distributions, allocations or control of
partnership cperations are designed to effect a change in the
burdens and benefits of ownership of property;

(ix) the transfer of money or other consideration by the
partnership to the partner is disproportionately large in
relation to the partner’s interest in partnership profits and
losses;

(x) the partner has no obligation to return or repay the
money to the partnership, or if it has such an obligation, it 1is
so distant or remote that the present value of the obligation is
very small in relation to the money transferred to the partner.

Where the transfers between a partnership and a partner
are made within two years of each other, there is a rebuttable
presumption that the transaction is a sale. Treas. Reg. § 1.707-
3(c) ().t

! The maturity dates for payment of principal on the Series
A and Series B Preferred Interests were outside the two-year
period. However, the right to receive these payments was granted
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The regulations issued under I.R,C. § 707(a)(2)(B) apply to
transactions for which all transfers considered part of a sale
occurred after April 24, 1991.

Applying the ten facts and circumstances listed in Treas.
Reg. § 1.707-3(b) (2) does not, in our view, provide a totally

clear answer as to whether the |||} -::saction
between | HINGE - - Il - = recharacterized as a

disguised sale of the operating assets of the I business to
the partnership.

The transfers here were done simultaneously, which tends to
minimize the first factor set forth in the regulations, above.
The second factor clearly was present, since bhad a
contractual right to receive the Series A and B Preferred
Interests as they matured, and interest payments every [l months
until maturity. | N s right to receive these interests

was not secured, so the third factor was not present. The fourth
and fifth factors also were not present.

The sixth factor does not literally apply, except that the
partnership itself issued debt instruments to as the
money or other consideration transferred. The seventh factor
seems to be present, since the new LLC now owns the cperating
assets of the [JJJJiousiness, which should generate sufficient
income to make the semi-annual interest payments, and should
generate sufficient future income to pay the Preferred A and B
Interests at their maturity dates. The eighth factor is not
present, since the partnership distributions to | o
not appear to have been designed to effect a transfer of the
burdens and benefits of ownership. The ninth factor is present,
since I 212 its shareholders received SHE i money
or other consideration in return for a B equity ownership
interest in the partnership, which interest was valued at s
B -, the partnership documents. The tenth factor also was
present, sinceH had nc obligation tc repay the money
or other consideration it received from the new LLC.

The disguised sale theory has some potential applicability
under these facts. Following the guidelines set forth in the
regulations, four of the ten “facts and circumstances” listed in
Treas. Reg. § 1.707-3(b) (2) of the regulations seem to be present
here.

to I sinultanecusly with its contribution of the
operating assets to the newly-formed entity.
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The theory set forth in your incoming memorandum is that, in
exchange for contributing all the operating assets of the
business, and its i shareholders did not receive
merely an equity interest in the partnership, but rather a
relatively small equity interest, plus large installment notes
payable in jjjjjif vears. The theory is that _this made
Bl = creditor, rather than a partner, of ., Under
this theory, _sold its operating assets, in which it
had an adjusted basis of S|l tc the partnership, for a
Ll equity interest and e i nstallment

obligations worth SHHEGTITITNGE.

On this issue, we found nc cases directly on peoint. But
cases have dealt with the guestion of whether a purported partner
or joint venturer was really a creditor by virtue of receiving a
debt instrument in return for its capital contribution to the
venture or partnership. The key attributes of a partnership or
joint venture have been held to be: (1) a contract or agreement
that a partnership was to be formed; {2) the contribution of
money, property or services by the partners; {(3) an agreement for
joint control; and (4) an agreement to share profits. S & M
Plumbing Co., Inc., v. Commissioner, 55 T.C. 702 (1971); Podell
v. Commissioner, 55 T.C. 429 (1971); Hartman v. Commissioner,
T.C.M. 1958-206; Mayer v. Commissioner, T.C.M. 1954-14.

On the gquestion of whether the transaction may have
constituted a disguised sale of property {(the coperating assets)
by the partner to the partnership due to the partner’s receipt of
preferred interests, again we found no cases directly on point.
But S & M Plumbing Co., supra, recognized the existence of a
joint venture even though cone of the parties had received a
preferred stock interest, citing the clear intent of the parties
to form a joint venture. The court was satisfied that the
substance of the transaction was the formaticon of a joint
venture, and not a debtcr-creditor arrangement.,

Based upon the foregeing analysis, it is our opinion that
under the facts and circumstances as presently known, the _

_ transaction cannct fairly be recharacterized as a
aisguised sale of property fron NN -o SN

under the guidelines set forth in Treas. Regs. § 1.707-3, and the
available case law.

If you were to determine that the fair market value of the
operating assets contributed to the new LLC by S 2 S
significantly less than the § figure stated by the

parties to the transaction, such a fact might tend to show that
the transfers by the partnership to *were not

guaranteed payments for capital, but rather the proceeds cf a
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disguised sale of property to the partnership. Also, we have not
analyzed the partners’ capital accounts in the new entity. Under
the partnership documents, the other partner, | NEGKGTcTcNNNINIIE
. ould have ai interest in partnership
profits or losses, with ||| | olding a B interest. Any

shift in those relative interests in the partners’ capital
accounts might tend to show that a disguised sale had taken
place.

At best, we think any disguised sale argument would be an
alternative or backup legal position fto be argued in this case,
after the position based upcen I.R.C. § 752(b) as set forth in the
May 9, 2002 Field Service Advice memorandum.

CONCLUSION

(1) the transfer of the S|NENMCcrics A and B
Preferred Interests to I -5 not part of a disiuised

sale of the operating assets of the I business to

(2) the transfer of the Series A and B Preferred Interests

by I »<:c cuaranteed payments for the use of
I s carital.

gQEO;;H,&E @2‘§;ﬂﬁ;jji
DAVID R. SMITH
Assoclate Area Counsel (LMSR)

To be sent by e-mail:

cc: James . Lanning, Area Counsel (RFPH)

cc: Harmon B. Dow, Asscc. Area Counsel (IP) {RFPH)

ce: Barbara B. Franklin, Senior Legal Counsel (RFPH)

cc: TSS 4510, Attn: Associate Chief Counsel (Passthroughs &

Special Industries)




